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A CRISIS IN DEPOSIT GUARANTY IN THE 
STATE OF WASHINGTON 

In a recent issue of this Journal Mr. Thornton Cooke 
pointed out the danger confronting the Nebraska fund for the 
guaranty of bank deposits, because of the comparatively 
small reserve and the large amount at risk in certain large 
banks. The state of Washington at the present time fur- 
nishes an extreme illustration of the danger involved in the 
unscientific concentration of risk which may occur under a 
voluntary system of deposit guaranty. During four years 
following the establishment of the Washington system no 
failures had occurred among member banks. But on July 1, 
1921 the largest bank of the system, the Scandinavian Ameri- 
can Bank of Seattle, closed its doors. The available fund 
is entirely inadequate to meet the claims of depositors. 
While the fate of the existing system is yet undetermined, it 
seems probable that it will break down entirely. 

In 1917 the legislature passed a voluntary deposit guaranty 
law. The fund, created by the original law to consist of one- 
half of one per cent of the average annual deposits eligible to 
guaranty, was not withdrawn from the banks but was simply 
charged to the guaranty fund on the books of the bank. It 
was not charged, however, against the income of the year 
when credited, nor was there any statutory provision for 
amortizing this expense over a period of years. As will be 
shown later, this means a very heavy concentration of ex- 
pense in any year when losses necessitate an assessment upon 
the fund. In order to secure payment of assessments the 1917 
law required member banks to deposit securities in trust with 
the Guaranty Fund Board amounting to one per cent of the 
eligible deposits. 

During the 1921 session of the legislature some important 
changes were made. The guaranty fund, so-called, was in- 
creased to one per cent of eligible deposits but remained 
merely a book transaction between the member bank and the 
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Board. The deposited securities were returned to member 
banks. Assessments against the guaranty fund constituted a 
first lien against the assets of the member banks. A second 
fund was created known as the contingent fund, to be accu- 
mulated by annual assessments not to exceed one-tenth of 
one per cent of average deposits in the member banks. Actual 
cash payments of this amount were to be made to the Guar- 
anty Fund Board The expenses of the Board — a nominal 
amount, since no salaries are paid — were to be drawn from 
this fund. Income derived from the investment of the con- 
tingent fund was to accrue to the benefit thereof. It was 
hoped by the 1921 amendments to build up a more substantial 
fund than could be accumulated under the original law. It is 
clear, however, that at the rate of one-tenth of one per cent 
per year, thirty years would be required to accumulate a 
three per cent fund if no losses occurred and if the income 
from investments equaled the expenses of the Board. 

The report of the Bank Commissioner covering the year 
1920 contains the last published statement of the guaranty 
fund banks, as of November 15, 1920. At that time 
1 16 banks and 4 branch banks were members of the guaranty 
fund. The law provides that public deposits may be secured 
either under the guaranty fund or by the deposit of collateral 
or surety bonds. It is not possible, therefore, from the pub- 
lished statement to determine the exact amount of eligible 
deposits in the member banks. Roughly it amounted to 
$65,000,000. The amount credited to the Guaranty Fund 
Board was $320,908, presumably one-half of one per cent of 
the eligible deposits at the time of last adjustment of the fund. 1 
With two outstanding exceptions the members of the system 
were relatively small banks. The largest bank in the system 
was the Scandinavian American Bank of Seattle with total 
deposits November 15, 1920 of $15,834,624. The Spokane 
and Eastern Trust Company of Spokane, with deposits of 
$11,399,486, was the only other bank having deposits of over 
two millions. 2 

1. Fourteenth Annual Report of the Bank Commission, p. 25. 

2. Fourteenth Annual Report of the Bank Commission, pp. 37-51. 
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The failure of the Scandinavian American Bank of Seattle, 
which occurred July 1, 1921, was the result of overexpansion 
of loans during the administration of a former president; the 
failure of the Scandinavian American Bank of Tacoma in 
January, 1921, a bank which had originally been established 
as a branch of the Seattle bank and which had been closely 
affiliated with it until recent years; and the depreciation of 
assets due to the general shrinkage of property values. Early 
in 1920 a new administration having the full confidence of 
banking and business interests was placed in control. An 
earnest effort was made to clear up the doubtful assets of the 
bank and improve its financial position. Under the direction 
of the Federal Reserve Bank of San Francisco, of which the 
Scandinavian American Bank of Seattle was a member, and 
of the state banking department, an assessment of 100 per 
cent was levied upon the stockholders, bringing in $1,000,000 
in cash. Under the adverse financial condition prevailing 
these strenuous efforts proved unavailing. Still further en- 
deavors at rehabilitation were then made, one of which in- 
volved postponement of part of their claims by the larger 
depositors (over $100 each) and failed because of their unwill- 
ingness to accede. 

During the time when it seemed possible to effect some plan 
of reorganization the Guaranty Board postponed levying an 
assessment upon the member banks. Finally the Board felt 
that a call must be made immediately for the payments for 
the benefit of the guaranty fund. On December 7, an assess- 
ment of one-half of one per cent, the maximum amount which 
banks may be assessed per annum, was levied. At the same 
time the member banks were asked to turn over the one per 
cent already credited to the fund upon their own books. In 
other words, banks were asked to pay at once If per cent on 
their eligible deposits. 

There was available in the guaranty fund about $500,000. 
A levy of one-tenth of one per cent had been made earlier 
for the contingent fund, which should add about $40,000 to 
$50,000 more; the one-half of one per cent assessment may 
be expected to bring in about a quarter of a million. A large 
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proportion of this total of about three-fourths of a million, 
as the writer learns from the officials has been collected in 
cash by the Secretary of the Guaranty Fund Board. 

The burden of this levy upon the member banks can only 
be realized when it is recalled that the fund had never been 
charged against income in previous years, except by a very 
few banks. The result is that If per cent of the deposits must 
be withdrawn from the current year's income. In the typical 
bank, deposits are approximately ten times capital. Accord- 
ingly this levy is equivalent to about fifteen per cent upon 
the capital stock of member banks. Some of these banks, espe- 
cially in the agricultural districts, are already hard pressed by 
the adverse financial conditions. To them the new load be- 
comes almost unbearable. 

The law contains a section providing for voluntary with- 
drawal of member banks. In order to avoid the burden of 
further assessments, banks have been flocking out of the 
system in recent weeks. The second largest bank of the sys- 
tem — the Spokane and Eastern Trust Company — had 
filed notice of withdrawal in March, 1921; but during the 
period when reorganization of the Scandinavian American 
seemed possible, there were few withdrawals. When that 
failed, there appears to have been a concerted movement to 
get out. It was announced on December 30 that all but 
seven of the 120 banks had withdrawn. 

The liability of the withdrawing banks for further assess- 
ments can only be determined when the Supreme Court of the 
state makes its interpretation of the law. The language of the 
pertinent section does not make it clear whether banks can 
be required to pay assessments beyond one year from date of 
their withdrawal. The opinion of some who were instru- 
mental in drafting the law is that the intent of the legislators 
was to make member banks fully liable for losses due to 
failures occurring while they retained membership in the 
fund. On the other hand, others in an equally good position 
to know maintain that a limited liability was certainly con- 
templated, and that there was no intention to hold a member 
bank liable for an indefinite number of annual assessments 
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after it had withdrawn. The decision of the court cannot be 
given for months, possibly years. 

Meantime the special deputy supervisor in charge of liqui- 
dating the defunct bank is making collections upon loans 
and other assets and turning the proceeds over to the treas- 
urer of the guaranty fund. Under date of December 19, 1921 a 
letter was sent to all creditors of the bank enclosing warrants 
for the full amount of the approved claims. There was also a 
check for twenty per cent of the warrant signed by the secre- 
tary of the guaranty fund. The amount of this dividend is 
endorsed upon the warrant. Under the terms of the law 
warrants should bear interest at the rate of five per cent per 
annum from date until redeemed, but the warrants which 
have been issued do not contain any interest clause. 

Guaranteed claims have been approved amounting to 
$7,889,770. The book value of assets on December 19, was 
$9,890,624, but it is impossible to say at this time what can 
be realized upon them. Unpaid assessments upon capital 
stock amounted to $991,347, part of which, or all, may prove 
uncollectible. Action has been brought against some stock- 
holders for their unpaid assessments. 3 Suits are also pending 
on many of the slow loans. A committee of Seattle bankers 
made a careful appraisal of the assets of the Scandinavian 
American at the time of closing, and reported as follows: 

A. Reasonable banking assets $6,409,773.38 

B. Assets which, while too slow to classify as desirable 

bank resources, would still prove collectible 2,325,482.71 

C. Assets of doubtful collectibility 3,043,801.14 

D. Assets which seem probably bad 1,855,321.70 

It was conceded that there would be substantial recoveries in class C. 

It will be long before the final settlement is effected. Pres- 
ent indications are that the existing system of deposit guar- 
anty is at an end, as member banks have practically all 
withdrawn and the heavy losses entailed by the experience 

3. Stockholders have refused to pay on the ground that they were assessed 100 per 
cent in 1920. On December 30, 1921, Judge J. T. Ronald of the Superior Court of King 
County rendered a decision to the effect that they are liable for another 100 per cent 
assessment on their stock. An appeal to the Supreme Court is anticipated before actual 
payments are made. 
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make it doubtful whether a voluntary system can ever suc- 
ceed in Washington. 

The fate of the depositors is also undetermined. There is a 
considerable feeling that the state, by allowing the member 
banks to advertise their deposits as guaranteed, assumed a 
moral, altho not legal, obligation to see that they are paid in 
full. The deposits of the Scandinavian American were pri- 
marily savings accounts. Approximately 21,000 depositors 
had claims against the institution when it failed. Of these 
only a negligible number were in a position to recover by off- 
setting deposits against loans made to the bank. A few who 
would otherwise have had the right to offset lost it because 
their paper had been rediscounted with the Federal Reserve 
Bank. Of the $2,304,000 of rediscounts at the time of failure, 
only $8,787 remained uncollected December 19, 1921. Altho 
the depositors have not been benefited by these collections, it 
is evident that the losses to the Federal Reserve Bank will be 
negligible. 

An interesting by-product of this failure was a great in- 
crease in postal savings deposits. It was officially reported 
that $1,302,070 was added to the postal savings at the 
Seattle Post Office during July. On the whole, however, 
confidence in the banks of the community was not seriously 
impaired. 

The fact that deposits were guaranteed cannot be held 
responsible for the reckless banking which wrecked the Scan- 
dinavian American Bank. Its bad administration began 
years before its admission to the guaranty fund. Doubt- 
less, however, its membership in the fund gave many de- 
positors a false sense of security. 

If the opinion of Mr. Cooke proves true that "still more 
states will be led by the present bank casualties to adopt the 
plan," the Washington situation should be studied with care 
to see what lessons may be learned. The guaranty principle 
is " insurance and nothing else." 4 As such it demands a 
scientific distribution of risk. Whether a feasible plan of 
underwriting large risks can be devised is not clear. The 

4. Robb, The Guaranty of Bank Deposits, p. 200. 
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Scandinavian American failure was the largest ever ex- 
perienced in Washington. To throw the burden of its losses 
on about 120 small banks clearly threatened ruin to these — 
a possibility that should have been foreseen. That it was not 
foreseen is conclusive evidence that greater care must be 
exercised in devising state systems. 

Howard H. Preston. 

University op Washington, 
Seattle, Washington. 



